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Financial Highlights

(Dollar amounts in thousands, Years ended December 31,
except per share data) 2006 2005 2004 2003 2002
Net Sales .$246,137 _ 5245082 $160873 _ $96387  $44237
Net Earnings 22,047 27,898 17,175 8718 1353
Net Earnings Per Share - Diluted .B1 .01 64 39 07
Total Assets __ 198,588 183,221 145,275 82,624 57.210
Long-Term Liabilities 40 138 1,874 1,845 1,980
Shareholders' Equity ~$176,202 $158087 $12607% _ $72280 __ $50467
Diluted Weighted Average
Shares Outstanding 27,288,972  27,725241 26,825,000 22,371,366 20,458,114
$1.01 19.6%
§245 $246 24.6%
17.3%
22.6% 23.1%
$0.81 21.3%) _
w 19.5% 4 14.2%
+ ] 13.2%
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Net Sales Earnings per Share Gross Profit % Return on Average
(millions) (diluted) (% of net sales} Shareholders’ Equity
i 2006 incudes SFAS 123(R} expenses equal to
2006 includes SFAS 123(R) expenses of .07 1.1% Retum on Equity
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To Our Shareholders

There will always be an asterisk beside
June 2, 2006 in the annals of ASV, as that is the
date co-founder Gary Lemke stepped down as
Chairman and CEO. An innovator teeming with
entrepreneurial zeal, Gary built ASV on a foun-
dation of highly differentiated products made
possible by a dedicated team of talented, hard
working employees. He was fond of saying
“failure is not an option” and he proved this
many times over while taking ASY from a
fledgling start-up to a highly successful public
company with more than 5200 million in sales,
Gary Lemke was the father of the rubber track
loader, a rapidly growing market segment that

is approaching annual sales of $900 million
with more than ten manufacturers participating.

The first two quarters of my tenure as CEQ were filled with
challenges and opportunities. After three years of uninterrupt-
ed rapid growth, sales were basically flat in 2006 as the U.S.
housing market weakened considerably as the year pro-
gressed. On the positive side, ASV machine sales grew 14% in
2006 in an environment where several of our competitors
were experiencing double digit dedines. We are cautiously
optimistic that we have seen the trough and that the growth
will resume in the last half of 2007.

The cover of this year's annual report features the SR-80,
which is the latest in our line of rubber track loaders. Itis

Gary Lemke

equipped with the next generaticn undercarriage and is quick-
ly becoming the flagship of our product line. More suspension,
lower ground pressure and improved durability on the SR-80
are all the result of many years of research and experience
with rubber track designs. In the background on the cover is
our new Scout SC-50, a 50 horsepower, two ton capacity utility
vehicle which leverages ASV's innovative track technology. We
believe this unit will find its way into industries and applica-
tions that have never before been exposed to ASV products.

In addition to the Scout, our subsidiary Loegering Mfg. Inc.
is in the process of launching its innovative new Quad Track
System or QT5. Similar in design to the VTS system which is

used mainly on skid steer loaders, the
QTS is a set of four rubber track under-
carriages that bolt onto the standard
hubs of other types of wheeled con-
struction equipment. (nitially, the QTS
will target the aerial lift platform -
miarket.

Innovative products are the life
bloed of ASV. Qur strategy is to continu-
ously expand the line and raise the bar
relative to the other product offerings.

Since becoming Chairman and CEQ
of ASV in mid-2006, | have concentrat-
ed my efforts on strategy and process.

Many years of very rapid growth hadn't left a
lot of time for “foundation building,” and with the current
pause, it was a great time to give some attention to shoring up
our infrastructure.

The dealer network has grown to well over 300 storefronts
and our strategy for 2007 will continue to emphasize both the
quality and quantity of ASV dealers. We believe there s still
significant room for longer term growth in our distribution
network, through better coverage in existing markets and the
establishment of outlets in territories not yet covered. A new
dealer agreement is heing rolled out that contains much more
detail on performance expectations including sales, inventories
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Overview

We design, manufacture and sell rubber track machines and related
accessories, attachments and traction products. We also manufac-
ture rubber track undercarriages, which are a primary component on
Caterpillar's MTLs. Qur products are able to traverse nearly any ter-
rain with minimal damage to the ground, making them useful in
industries such as construction, landscaping, rental, forestry and agri-
culture. We distribute our products through an independent dealer
network in the United States, Canada, Australia, New Zealand and
Kuwait. The undercarriages sold to Caterpiltar are incorporated by
Caterpillar in its MTL procucts and sofd exclusively through the
Caterpillar dealer network, primarily in North America, The Vermeer
machines, which incorporate our undercarriages, are available
through Vermeer dealers only. Loegering sells its products primarify
through independent equipment dealers in North Ametica.

Qur sales growth in 2006 was less than our sales growth in 2005 due
1o 2 decrease in domestic construction activity, primarily residential
housing construction, alang with increased competition as more
equipment manufacturers began offering rubber track products. In
2006, our overall sales growth was less than one percent, compared
with safes growth of 52% in 2005. The decrease in construction
activity reduced our sales of undercarriages to Caterpillar by 18%in
2006. We anticipate that the decrease in construction activity wi
continue into 2007. We anticipate that our net sales for 2007 will be
in the range of $230-260 million based on gur current and projected
level of orders for our machines, OEM undercarriages, Loegering
products and projected future service parts demand.

Critical Accounting Policies

The following discussion and analysis of our financial condition and
results of operations is based upon our consolidated finangial state-
ments, which have been prepared in accordance with US GAAP. The
preparation of these financial statements requires management to
make estimates and judgments that affect the reported amounts of
assets, liabifities and expenses, and related disclosures. On an on-

going basis, management evaluates its estimates and judgments,
including those related to accounts receivable, inventories, warranty
obligations, income taxes and stock-based compensation. By their
nature, these estimates and judgments are subject to an inherent
degree of uncertainty. Management bases its estimates and judg-
ments on historical experience, observance of trends in the industry,
information provided by customers and other outside sources and on
various other factors that are believed to be reasonable under the
circumstances, the results of which form the basis for making judg-
ments about the carrying values of assets and liabilities that are not
readily apparent from other sources, Actual results may differ from
these estimates under different assumptions or conditions.

Management believes the following aritical accounting poficies,
among others, affect our more significant judgments and estimates
used in the preparation of our conselidated financial statements.

Revenue Recognition and Accounts Receivable

ASV recognizes revenue on its product sales when persuasive evi-
dence of an arrangement exists, product has shipped from our plant
to the customer, the price is fixed or determinable and collectibility is
reasonably assured, We have determined that the time of shipment
is the most appropriate point to recognize revenue as the risk of oss
passes to the customer when product is placed with a carrier for
delivery (i.e., upon shipment). Any post-sale obligations on our part,
consisting primarily of warranty obligations, are estimated and
accrued for at the time of shipment. We obtain verbal or written
purchase authorizations from customers for a specified amount of
product at a specified price and consider delivery to have occurred at
the time of shipment. We maintain an allowance for doubtful
accounts for estimated losses resulting from the inability of our cus-
tomers to make required payments. If the financial condition of our
customers were to deteriorate, resulting in an impairment of their
ability to make payments, additional allowances may be required.

inventories

Inventories are stated at the lower of cost or market, cost being
determined on the first-in, first-out method. Adjustments to slow
moving and obsolete inventories to the lower of cost or market are
provided based on historical experience and current product
demand, We do not believe that our inventories are subject to rapid
obsolescence. We evaluate the adequacy of our inventories’ carrying
value quarterly.

Warranties

We provide limited warranties to purchasers of our products which
vary by product. Qur warranties generally cover defects in materials
and workmanship for one year from the delivery date to the first end
user. The rubber tracks used on our products carry a pro-rated war-
ranty up to 1,500 hours of usage. While we engage in extensive
product quality programs and processes, induding actively monitor-
ing and evaluating the quality of our component suppliers, our war-
ranty obligation is affected by product failure rates, material usage
and service delivery costs incurred in correcting a product failure,
Shoutd actuat product failure rates, material usage or service delivery
costs differ from our estimates, revisions to the estimated warranty
liability may be required.

income Taxes

We record income taxes using an asset and liability approach that
requires the recognition of deferred tax assets and liabilities for the
expected future tax consequences of events that have been recog-
nized in our financial statements or tax returns. A valuation
allowance is established when management determines it is more
likely than not that a deferred tax asset is not realizable in the fore-
seeable future,
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Management’s Discussion and Analysis of Financial Condition and Results of Operations (continued)

riages to Caterpillar for use on its MTL, product line increased 39% for
2005 compared with 2004 due to greater demand for the MiL prod-
ucts. Finally, sales of service parts and other items increased 48% in
2005 compared to 2004 due primarily to the increased population of
machines and undercarriages in service that consume service parts.

Gross Profit

Gross profit for the year ended December 31, 2006 decreased to $56.8
million, compared with $60.3 million for 2005, as the gross profit per-
centage decreased to 23.1% in 2006 compared with 24.6% in 2005.
The decrease in gross profit percentage was due to several offsetting
factors. First, the introductory pricing on the SR-70 and SR-80 models
through approximately the middle of the third quarter of 2006,
together with higher than expected costs on certain SR product line
components and normal start-up inefficiencies experienced during
the initial production of the SR-70¢ and SR-80, caused those models to
be sold at less than average gross profit percentages. Alse contribut-
ing to the decreased gross profit percentage was a greater use of
retail finance incentives during 2006 and changes in the mix of
Loegering product sales in 2006. In addition, gross profit percentage
was negatively affected by planned decreases in the selfing price (and
ultimately the gross profit percentage) of one model undercarriage
we sell to Caterpillar on January 1, 2006 and service parts we sell to
Caterpillar as of November 1,2005. Partially offsetting these decreas-
es was the 3% list price increase that was put in place for all ASV R-
Series machines ordered after January 1, 2006 and a 4-5% list price
increase on our SR-70 and SR-80 models effective August 1, 2006.
Also, we believe a change in the sales mix of machines sold in 2006
offset some of our gross profit percentage decrease as we experi-
enced a greater concentration of sales of higher priced machines in
2006 as compared to 2005. In addition, more of these machines were
sold with additional accessories, such as cabs and air conditioning, in
2006 as compared to 2005. Both of these factors helped offset our
decreased gross profit percentage, as these machines and accessories
carry a greater than average gross profit percentage. Based on our
anticipated sales levels for 2007, we anticipate our gross profit per-
centage for fiscal 2007 will be in the range of 23.0-23.5%.

For the year ended December 31, 2005, gross profit increased to
$60.3 million, compared with $36.4 million for 2004, and the gross
profit percentage increased from 22.6% in 2004 te 24.6% in 2005.
The increase in gross prafit was due primarily to the increased sales
we experienced during 2005 as discussed above, The increase in
gross profit percentage was due to several offsetting factors. First,
we believe the 3% list price increase that was put in place for all
Posi-Track machines ordered after February 15, 2005 contributed to
the increase in gross profit percentage for 2005. Second, we believe
that our gross profit percentage increased due to a change in the
sales mix for 2005. We experienced a greater concentration of sales
of higher priced machines, primarily the RCV and the RC-100,in 2005
as compared to 2004. In addition, more of these machines were sold
with additional accessories, such as cabs and air conditioning, in
2005 as compared to 2004. Both of these factors increased our gross
profit percentage, as these machines and accessories carry a greater
than average gross profit percentage. Also contributing to the
increase in 2005 was the increase in the sale of service parts, which
generally carry a higher gross profit percentage than machines. In
addition, the inclusion of Loegering’s sales for the entire 2005 fiscal
year helped increase the overalt gross profit percentage as
Loegering’s products carry a higher gross profit percentage, on aver-
age, than ASV products. Third, we believe operational efficiencies
obtained from higher production volumes helped increase the gross
profit percentage in 2005. Offsetting these increases were planned
decreases in the selting price {and ultimately the gross profit per-
centage) of undercarriages to Caterpillar on January 1, 2005 for two
of the three undercarriage models sold to Caterpillar and service
parts as of November 1, 2005. Finally, our gross profit percentage
was also negatively affected by steel surcharges of $5.6 million in
2005, compared with $2.4 million in 2004.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased to $22.0 mil-
lion in 2006, or 9.0% of net sales, compared with $16.5 milfion, or
6.7% of net sales, for 2005. The increase was due primarily to the
inclusion of $3.0 million of stock-based compensation expenses due

to the adoption of SFAS 123R on January 1,2006. In addition, we
experienced increases in sales-related expenses, and expenses relat-
ed to the addition of perscnnel to facilitate our anticipated future
growth. We anticipate that our selling, general and administrative
expenses, including stock-based compensation expense of approxi-
mately $3 million, will be in the range 9.3-10.4% of net sales for
fiscal 2007.

For the year ended December 31,2005, selling, general and zdminis-
trative expenses increased to $16.5 million, or 6.7% of net sales,
compared with $9.6 million, o7 6.0% of net sales, for 2004. The
increase was due primarily to the inclusion of Loegering, which does
not yet experience the same degree of leverage as we do. Loegering’s
selling, general and administrative expenses totaled $4.6 million for
2005, compared with $842,000 for the three months Loegering’s
operations were indluded with ours for 2004, 1n addition, selling,
general and administrative expenses increased due to increased
sales commissions from the increased sales of our Posi-Track prod-
ucts of approximately $1.4 million, increased advertising and promo-
tion costs to promote the technology benefits of our products of
approximately $661,000 and the overall increase in the volume of
our business.

Research and Development

Research and development expenses remained constant at $1.7 mil-
lion for 2006 and 2005. Qur efforts in 2006 were focused on the new
SR machines and the Scout SC-50 utility vehicle and other research
and development related efforts. We anticipate that our future
spending on research and development activities will focus on addi-
tional product offerings and additional applications of our track
technology, and will be in the range of 1.0-1.2% of net sales for fiscal
2007.

For the year ended December 31,2005, research and development
expenses increased to $1.7 million, compared with $1.1 million for
2004. The increase was due to the on-going development of new
products {namely the SR-70 and SR-80} and additional applications
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Management’s Discussion and Analysis of Financial Condition and Results of Operations (continued)

in October 2006, our Board of Directors approved a $50 million stock
buyback plan. Under this plan, we may repurchase up to $50 million
of our common stock over a three year period beginning in October
2006. We anticipate that we may repurchase $10-15 milkion of our
common stock under this plan in 2007. We intend to fund the repur-
chases with available cash and investments, as well as cash generat-
ed from operations.

Caterpillar Supply Agreement

On September 29, 2005 we signed a five-year Supply Agreement
with Caterpillar, effective November 1, 2005. The Supply Agreement
replaces the Alliance Agreement, which expired October 31, 2005.
The key terms of the Supply Agreement are as follows:

Seope:

- Consistent with the original Alliance Agreement, Caterpillar
will purchase from us 100% of its undercarriage requirements
for current and certain future Caterpillar MTLs.

« If Caterpillar chooses to manufacture MTLs outside North
America for non-North American markets, Caterpillar will pur-
chase from us 100% of its undercarriage requirements for
these MTLs, provided we meet certain capacity requirements
and local requirements for the applicable geographic area.

+ Should we choose not to supply undercarriages to Caterpillar
for these non-North American sales, we would grant a royalty-
bearing license to Caterpillar to use our intellectual property
to manufacture undercarriages for use on MTLs manufactured
outside North America for the non-North American markets.

= Caterpillar will continue to purchase 100% of its requirements
for proprietary original equipment manufacturer aftermarket
service parts from us.

- We will continue to be allowed to sell eur rubber track under-
carriages to other equipment manufacturers for machines that
do not compete with Caterpillar’s MTLs.

- We will continue to utilize Caterpillar components in the man-
ufacture of our products.

ferm:

« The Supply Agreement commenced on November 1, 2005 and
will continue through November 1,2010.

« The Supply Agreement will automatically renew for successive
one-year renewal terms unless either party provides at least
six months prior written notice of termination.

Pricing:

» The Supply Agreement calls for specified prices for the under-
carriages we sell to Caterpillar for the life of the contract, sub-
ject to mutually agreed adjustments for abnormal cost
thanges outside of our contro! due to certain cost fluctuations.

Along with the new 5upply Agreement, Caterpillar entered into a
Registration Rights Agreement with us that provides Caterpillar reg-
istration rights for the unregistered shares of our Common Stock that
it currently holds. However, so long as the Supply Agreement
remains in effect, Caterpillar has agreed not to sell or dispose of any
of its ASV shares prior to January 1,2009.

Customer Note Receivable

Included in accounts receivable and other non-current assets at
December 31, 2006 is a note receivable for $549,000 from a cus-
tomer. The note bears interest at 6% and is due in monthly install-
ments through January 2009. As of February 28, 2007, the customer
is current on the amount owed us under this note,

0ff-Balance Sheet Arrangements

We have guaranteed the repayment of a note made by a customer to
a non-affiliated finance company for payment of amounts owed to
us by this customer. To determine the value of the financing guar-
antee, the lending institution provided us with the cost of the financ-
ing both with and without the guarantee. This differential was used
to determine the amount of the financing guarantee of $35,000.

This amount was recorded as a reduction of net sales for the year
ended December 31, 2003, when the note and guarantee were
entered into. A similar amount has been included in other accrued
liabilities since December 31,2003. The balance of this note at
December 31, 2006 was $97,000. As of February 28, 2007, the cus-
tomer is current on the amounts owed to the finance company under
this note.

Relationship with Finance Companies

We have an agreement with CIT Group (CIT) to operate ASV Capital, a
private label finance program, to offer wholesate and retail financing
options on the sale of our Posi-Track products. Representatives of
ASY and CIT will make joint credit decisions, with CIT retaining the
risk of the credit portfolic. We have no ownership in ASY Capital and
do not share in the profit or loss of ASY Capital. We also have a rela-
tionship with one other finance company that finances the sale of
our products.

By using these finance companies, we receive payment for our prod-
ucts shortly after their shipment. We pay a portion of the interest
cost associated with financing these shipments that would normally
he paid by the customer, over a period generally ranging from three
to twelve months depending on the amount of down payment made
by the customer. We are also providing twelve-month terms for one
machine to be used for demanstration purposes for each gualifying
dealer. In addition, we offer, from time to time, extended term
financing on the sale of certain products to our dealers for periods
ranging from 90 days to one year.
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Consolidated Balance Sheets - December 31, 2006 and 2005

{In thousands, except share data)

ASSETS 2006 2005
CURRENT ASSETS
(ash and cash equivalents $ 17,090 $ 35,517
Short-term investments 220 1,224
Accounts receivable (net of allowance for doubtful accounts of $597 in 2006; $547 in 2005}
Trade 39,777 33,706
Caterpillar Inc, 4,407 10,087
Inventories 71,384 52,362
Deferred income taxes 4,840 3,545
Other current assets 903 1,083
Total current assets 138,621 137,524
PROPERTY AND EQUIPMENT, net 29,342 20,907
LONG-TERM INVESTMENTS 14,155 7,995
OTHER NON-CURRENT ASSETS 313 535
iINTANGIBLES, net 7,1M 7,874
GOODWILL 8,386 8.386
$198,588 §183.21
LIABILITIES AND SHAREHOLDERS EQUITY
CURRENT LIABILITIES
Current portion of long-term liabilities ] 37 4 n
Accounts payable
Trade 10,660 14,031
Caterpillar Inc. 857 1,467
Accrued liabilities
Warranties 5,894 5,077
Other 2,582 2,195
Income taxes payable 686 855
Total current liabilities 20,716 23,696
LONG-TERM LIABILITIES, tess current portion 40 138
DEFERRED INCOME TAXES 1,630 1,300
COMMITMENTS AND CONTINGENCIES - -
SHAREHOLDERS'EQUITY
Capital stock, $.01 par value:
Preferred stack, 5,000,000 shares authorized; no shares issued or outstanding - -
Common stack, 70,000,000 shares authorized; shares issued
and outstanding — 26,716,420 in 2006; 26,988,187 in 2005 267 270
Additional paid-in capital 88,398 92,327
Retained earnings 87,537 65,450
176,202 158,087
$198,588 $183.221

The accompanying notes are an integrat part of these financial statements.

-10-
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Consolidated Statements of Changes in Shareholders’ Equity - Years Ended December 31, 2006, 2005 and 2004

(In thousands, except share data)

Additionat
Commen stock paid-in Retained
Shares Amount capital earnings Total
Balance at December 31, 2003 22,107,176 $ 221 § 51,641 § 20417 S 279
Issuance of common stock, net of issuance costs 3,936,946 39 36,529 . 36,568
Exercise of stock options, net of issuance costs 780,500 8 6,158 - 6,166
Tax benefit from exercise of stock options - - 3,400 - 3,400
Cost of shares and warrant retired {151,308) {n {9,516) - (9,517)
Net earnings - - - 172175 17,175
Balance at December 31, 2004 26,673,314 267 88,212 37,592 126,071
Exercise of stock options, net 320,470 3 2,662 - 2,665
Tax benefit from exercise of stock options - - 1,570 - 1,570
Cost of shares retired {5,597} - man - (117
Net earnings - - - 27,898 27,898
Balance at December 31, 2005 26,988,187 270 92,327 65,490 158,087
Exercise of stock options, net 229,082 2 1,816 - 1,818
Stock option expense 2,991 2991
Tax benefit from exercise of stock options - - 1310 - 1,310
Cost of shares retired (500,849) {5} {(10,046) - {10,051)
Net earnings - - - 22,047 22,047
Balance at December 31, 2006 26,716,420 $ 267 5 88398 §  BISYyY S 176,202

The accompanying notes are an integra part of these finandal statements.
-12-
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Notes To Consolidated Financial Statements

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Company designs and manufactures track-driven, all-season
vehicles, related accessories, traction products and attachments in
northern Minnesota and eastern North Dakota. The Company
sells its products through independent dealers in the United
States, Canada, Australia, New Zealand and Kuwait. The Company
also sells its undercarriage products to origina! equipment manu-
facturers in the United States.

A summary of the significant accounting policies consistently
applied in the preparation of the accompanying consolidated
financial statements follows:

Principles of Consolidation

The consolidated financial statements include the accounts of
A5V, Inc. and our wholly-owned subsidiaries, coflectively
referred to herein as “ASV; the “Company’,“we}"us; or "our.” All
intercompany accounts and transactions have been eliminated in

consolidation.

Revenue Recognition

ASV recognizes revenue on its product sales when persuasive evi-
dence of an arrangement exists, product has shipped from our
plant to the customer, the price is fixed or determinable and col-
lectibility is reasonably assured. The Company obtains verbal or
written purchase authorizations from customers for a specified
amount of product at a specified price and consider delivery to
have occurred at the time of shipment to the customer. Sales to
customers outside the United States accounted for 10%, 6% and
9% of our net sales in 2006, 2005 and 2004, respectively.

Fair Value of Financial instruments

The financial statements include the following financial instru-
ments: cash equivalents, investments, accounts receivable and
accounts payable. At December 31, 2006 and 2005, the fair values
of these finandial instrements are not significantly different than
their halance sheet carrying amounts,

{In thousands, except share data)

Cash Equivalents
All highly liquid temporary cash investments with an original

maturity of three months or less are considered to be cash equiv-
alents. At December 31,2006 and 2005, the Company had cash
equivalents of approximately $17,779 and $38,611, which con-
sisted of two money market accounts and various tax-exempt
cash equivalents. The fair value of these investments approxi-
mates cost. The Company maintains cash balances at two finan-
cial institutions and, at times, these balances may be in excess of
federally insured limits.

Investments

Short-term investments consist of bank certificates of deposit
which mature in 2007. The Company considers its short-term
investments as “available-for-sale.” At December 31,2006 and
2005, cost was equal to fair value and no amount was included as
a separate component of shareholders’ equity.

Long-term investments consist primarily of U.5. Treasury notes
and municipal bonds which mature in 2008-2010. The Company
considers its long-term investments as “held-to-maturity” as
management has the intent and ability to hold these investments
to maturity. These investments are carried at amortized cost. At
December 31, 2006, the fair value of our long-term investments
was $14,178, with a gross unrealized loss of 5197,

Accounts Receivable

The Company grants credit to customers in the normal course of
business. Management performs on-going credit evaluations of
customers. The Company determines its allowance for doubtful
accounts by considering a number of factors, including the length
of time trade accounts receivable are past due, our previous foss
history, the custorner’s current ability to pay its obligation to the
Company and the condition of the general economy and the
industry as a whole. The Company writes-off accounts receivable
when they become uncollectible, and any payments subsequently
received on such receivables are credited to the atlowance for
doubtful accounts.

-14-

Changes in the Company’s allowance for doubtful accounts are as
follows;

December 31,
2006 2005
Balance, beginning of year § 547 S 29
Bad debt expense 863 346
Accounts written off {813) (95)
Balance, end of year $ 597 54

The Company has a note receivable at December 31, 2006 for
approximately $549 fram a custamer, with the current portion
included in accounts receivable and the long-term portion includ-
ed in other non-current assets in the accompanying balance
sheets. The note bears interest at 6% and is due in monthly
installments through January 2009.

Inventories

Inventories are stated at the fower of cost (determined using the
first-in, first-out method) or market. Adjustments of slow moving
and obsolete inventories to the lower of cost or market are pro-
vided based on historical experience and current product
demand.

Property and Equipment

Property and equipment are carried at cost. Depreciation is pro-
vided in amounts sufficient to relate the cost of depreciable
assets to operations over their estimated service lives. Buildings
and improvements are depreciated over periods of 18 to 39 years
using the straight-line method. Tocling, machinery and equip-
ment, and vehicles are depreciated over periods of 3 to 20 years
using straight-line and accelerated methods. Accelerated meth-
ods are used for income tax purposes.
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Notes To Consolidated Financial Statements (continued)

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING
POLICIES (continued)

Stock-Based Compensation

Effective January 1, 2006, the Company adopted the fair value
recognition provisions of SFAS No.123 (Revised 2004} {SFAS
123(R)), Share-Based Payment, using the modified-prospective
transition method. Under this transition method, results for
prior periods have not been restated. For the year ended
December 31, 2006, compensation expense recognized included
the estimated expense for stock options granted on, and subse-
quent to, January 1, 2006. Estimated expense recognized for the
options granted prior to, but not vested as of January 1, 2006,
was calculated based on the grant date fair value estimated in
accordance with the provisions of SFAS No. 123 {SFAS 123),
Accounting for Stock-Based Compensation,

The fair value of each option award is estimated on the date of
grant using the Black-Scholes option valuation model. Expected
volatilities are based on an historical measure of the volatility of
our commaon stock. The risk-free rate for the contractual life of
the option is based on the U.S. Treasury yield curve in effect at
the time of grant. The Company uses historical data to estimate
option exercise and employee termination activity within the
valuation model. The expected term of stock options granted is
based on historical data and represents the period of time that
stock options granted are expected to be outstanding. The divi-
dend yield is zero as the Company has not paid dividends.
Forfeitures are estimated based on historical experience and cur-
rent demographics. See Note G for additional infermation
regarding stock-based compensation,

(In thousands, except share data)

Prior to the adoption of SFAS 123(R), the Company presented tax
benefits resulting from the exercise of stock options as operating
cash inflows in the Consolidated Statements of Cash Flows, in accor-
dance with the provisions of the Emerging Issues Task Force (EITF)
Issue No. 00-15, Classification in the Statement of Cash Flows of the
Income Tax Benefit Received by a Company upon Exercise of a
Nongualified Emplayee Stock Option. SFAS 123(R) requires the bene-
fits of tax deductions in excess of the compensation expense recog-
nized for those aptions to be classified as financing cash inflows
rather than operating cash inflows on a prospective basis. This
amount, if any, is shown as excess tax benefit from stock-based com-
pensation in the Consolidated Statements of Cash Flows.

Net Earnings Per Common Share

Basic net earnings per common share is computed by dividing net
earnings by the weighted average number of common shares out-
standing. Diluted net eamings per share is computed by dividing net
earnings by the weighted average number of common shares out-
standing and common stock equivalents relating to stock options
and warrants, when dilutive.

Summarized below are the number of common stock equivalents

that were included in the computation of diluted net earnings per
share, along with the number of anti-dilutive options for the years
presented.

Year ended December 31,

2006 2005 2004
Common stock equivalents 428,773 905,025 1,353,002
Anti-dilutive options 861,263 - -

-16-

Use of Estimates

Preparing consofidated finandial statements in conformity with
accounting principles generally accepted in the United States of
America requires management to make estimates and assurnptions
that affect the reported amounts of assets and liabilities, related rev-
enues and expenses and disclosure of contingent assets and liabili-
ties at the date of the financial statements. The Company considers
its material estimates to include its allowance for doubtful accounts
receivable, lower of cost or market allowance for inventory, accrued
warranty, income taxes and stock-based compensation. Actual
results could differ from these estimates.

Segment [nformation

The Company operates in one business segment, the design, manu-
facture and sale of track-driven, all-season vehicles, related acces-
sories, traction products and attachments. The Company’s operations
are treated as one operating segment, as the Company reports profit
and loss information on an aggregate basis to its chief operating
decision maker. Accordingly, the Company does not accumulate dis-
crete financial information with respect to separate product Fines and
does not have separately reportable segments as defined by SFAS No.
131, “Disclostre about Segments of an Enterprise and Related
Information”.
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Notes To Consolidated Financial Statements (continued)

NOTE C -~ INVENTORIES
Inventories consist of the following:

December 31,

2006 2005

Raw materials, service parts

and work-in-process § 83390 § #2112
Finished goods 16,682 8,922
Used equipment held for resale 1,312 1,318

$ 71,384 § 52362

NOTED - PROPERTY AND EQUIPMENT
Property and equipment consist of the following:

December 31,

2006 2005
Land § M7 % 694
Buildings and improvements 14,085 7,533
Tooling 6,621 5,103
Machinery and equipment 16,169 13,006
Vehicles 452 AN

38,044 26,757
Less accumulated depreciation 8,702 5,850

$ 29342  §.20.907

In 2006, the Company expanded its Grand Rapids, Minnesota manu-
facturing facility at a cost of approximately $6.3 million.

NOTEE - INCOME TAXES
The provision for income taxes consists of the following:

Year ended December 31,
2006 2005 2004
Current

Federal $ 12,175 $ 15240 5 8300
State 1,520 1,680 725
13,695 16,920 9,025
Deferred (965) {1.070) 225
$ 12,730 $ 15,850 § 9250

{In thousands, except share data)

Deferred income taxes relate to the tax effect of temporary
differences as follows:

December 31,
2006 2005

Current Assets:

Allowance for
doubtful accounts ] 20§ 190
Inventory 1,745 1,190
Accrued warranty 2,170 1,865
Non-statutory stock options 495 -
Other reserves and accruals 220 300
§ 4840 5 3545

Long-Term Liabilities:

Depreciation §...1630 5 1300

The following is a reconciliation of the Federal statutory income
tax rate to the effective tax rate:

2006 2005 2004

Statutory federal rate 35.0%  35.0%  35.0%
State income taxes, net

of federal benefit 28 23 2.0
Research and development

tax credit (0.7) 0.3} (1.2}
Foreign tax benefits {0.7) {0.4) 0.4)
Domestic production activity

deduction {0.6) 0.7 -
Other 0.8 0.3 {0.4)

366% 362% 350

The Company realizes an income tax benefit from the exercise or
early disposition of certain stock options. This benefit results in a
decrease in current income taxes payable and an increase in addi-
tional paid-in capital. The total income tax benefit from the exer-
cise or early disposition of certain stock options was $1,310,
$1,570 and $3,400 for the years ended December 30, 2006, 2005
and 2004.
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NOTEF — TRANSACTIONS WITH CATERPILLAR

On September 29, 2005 the Company signed a five-year Supply
Agreement with Caterpillar Inc. ("Caterpillar”), effective November
1,2005. Caterpillar owned 23.5% of our outstanding comman
stock at December 31, 2006, which was acquired during the peri-
od 1999 through 2004 through direct purchases from the
Company, the partial exercise of a warrant and open market pur-
chases. The Supply Agreement replaced the Multi-Terrain Rubber-
Tracked Loader Agreement, which expired Qctober 31, 2005.
Under the Supply Agreement, Caterpitlar will purchase 100% of its
undercarriage and original equipment manufacturer service parts
requirements for current and specified future Caterpillar Multi-
Terrain Loaders (MTL), as defined, from the Company. The
Company continues to be allowed to sell its rubber track under-
carriages to other equipment manufacturers for machines that do
not compete with Caterpillar's MTLs and the Company will contin-
ue to utilize Caterpillar components in the manufacture of its
products. The Supply Agreement commenced on November 1,
2005 and will continue through November 1,2010. The Supply
Agreement will automatically renew for successive one-year
renewal terms unless either party provides at least six months
prior written notice of termination.

In connection with the Supply Agreement entered into with
Caterpillar, all agreements previously entered into between ASV
and Caterpillar were terminated. The terminated agreements
include the Securities Purchase Agreement, the Commercial
Alliance Agreement, the Marketing Agreement, the Trademark
and Trade Dress License Agreement, the Management Services
Agreement and the Multi-Terrain Rubber-Tracked Loader Alliance
Agreement,
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Report of Independent Registered Public Accounting Firm

Board of Directors and Shareholders
ASV,Inc

We have audited the accompanying consolidated balance
sheets of A.S.V,, Inc. and subsidiaries (the Company) as of
December 31, 2006 and 2005, and the related consolidated
statements of earnings, changes in shareholders’ equity, and
cash flows for each of the three years in the period ended
December 31, 2006. These consolidated financial statements
are the responsibility of the Cempany’s management. Qur
responsibility is to express an opinion on these financiat state-
ments based on our audits.

We conducted our audits in accordance with the stan-
dards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and
perferm the audit to obtain reasonable assurance about
whether the financial statements are free of material mis-
statement. An audit includes examining, on a test basis, evi-
dence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting
principtes used and significant estimates made by manage-
ment, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable
basis for our opinion.

As.discussed in Note A to the consolidated financial state-
ments, the Company adopted Financial Accounting Standards
Board Statement No. 123(R), Share-Based Payment effective
January 1,2006.

Grant Thornton &

In our opinion, the consolidated financial statements
referred to above, present fairly, in all material respects, the
financial position of A.5.V, Inc. and subsidiaries as of
December 31, 2006 and 2005, and the consolidated results of
their operations and their consolidated cash flows for each of
the three years in the period ended December 31, 20086, in
conformity with accounting principles generally accepted in
the United States of America,

We also have audited, in accordance with the standards of
the Public Company Accounting Oversight Board (United
States), the effectiveness of the Company’s internal control
aver financial reporting as of December 31, 2006, based on the
criteria established in Intemal Control - Integrated Framework
issued by the Committee of Sponsoring Organizations of the
Treadway Commissien (C0SO) and our report dated March 14,
2007 expressed an unqualified opinion on management’s
assessment of the effectiveness of the Cempany’s internal con-
trol over financial reporting and an unqualified opinion on the
effectiveness of the Company’s internal control over financial
reporting.

\@; Thonte, JLP

Minneapaolis, Minnesota
March 14,2007
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Comparative Stock Performance

This graph compares the cumulative total shareholder return on our common stock for the five fiscal years ended
December 31,2006 with the cumulative total retum on the Total Return Index for the Nasdaq Stock Market (U.S.
Companies) and the S&P SmallCap 600% over the same period (assuming the investment of $100 in each on
December 31, 2001 and the reinvestment of all dividends).

—*— S&P SmallCap 600®
—=—— NASDAQ - U.S. Companies
PO | o p s Inc.
5400 i—
$300 —
$200 —
5100 -
O 1 | 1 | 1 J
2001 2002 2003 2004 2005 2006
Fiscal Year End
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840 Lily Lane
Grand Rapids, MN 55744
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